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STATEMENT OF THE CASE

This matter came before the Utah State Tax Comamigser a Formal Hearing on December
7, 2009, pursuant to Utah Code Secs. 59-1-501 36d46201 et al. The Commission then requestedttha
parties provide posthearing information as wedl pssthearing brief. Petitioners (the “Taxpayeamssponded
to the request for information on February 24, 20R@spondent (the “Division”) did not submit alsefo
that information. The Division submitted its pbetring Supplemental Brief of Auditing Division btay 11,
2010 and the Taxpayers a reply on May 20, 201Ge8apon the evidence and testimony presentee at th
hearing and the post hearing submissions, the Daxn@ission hereby makes its:

FINDINGS OF FACT

1. The Taxpayers are appealing an individualimetax audit deficiency for the tax year 2005.
The Taxpayers had timely appealed the audit andnéitéer proceeded to this Formal Hearing. Theeissu
contested by the Taxpayers is the Division’s disgdince of an Enterprise Zone Credit that the Taeqsayad
claimed on their joint Utah Individual Income TaetBrn. The Taxpayers had claimed a total of $36$$

enterprise zone credits for the 2005 tax year. Oikision disallowed $$$$$ of the credits, whiclvgaise to
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an audit deficiency. Interest was assessed wélatiit. No penalties were assessed.

2. For their 2005 tax filing, the Taxpayers had clainmecome and expenses from pass through
entites COMPANY A (“COMPANY A”) and COMPANY B (“C®IPANY B”) of which they were
members.

3. The Taxpayers’ representative testified that these business entities were essentially
working together, with another entity, to suppar enanufacturing operation. However, the operatiassets
and liabilities had been separated into differegal entities for liability reasons.

4, There was no dispute that these two entities, CONPA and COMPANY B, were separate
legal entities with separate tax identification mars.

5. From the facts presented, which were unrefuted, EABMY A was the entity that had
employees. It hired and paid the employees. CONPA also leased the facilities where these emmaye
were employed. It was not refuted that more tha¥h of COMPANY A’s employees during the tax year
were residents of the county in which the enteeprsne was located.

6. During 2005, COMPANY A hired additional employeeslaCOMPANY A qualified for an
Enterprise Zone Credit on these new hires. Theuaitraf this credit passed through to the Taxpayetsin
related to the employee hires had been the $$%&k$vds allowed by the Division.

7. During 2005 COMPANY B purchased equipment thattivadasis for that entity claiming an
additional Enterprise Zone Credit under the prawvisiof §63-38f-413(g). The amount of this credisged
through and claimed by the Taxpayers on their 2805n had been $$$$3$. This is the portion of tieelic
that the Division disallowed in the audit. Thesaa given by the Division for the disallowance it
COMPANY B did not qualify for the Enterprise Zoneedit because it had no employees.

8. The Taxpayers did not refute the contention thaMP@NY B had no employees.

9. Although the employees were employees of COMPANMYhe building in which they
worked and in which the manufacturing operatiorsio®ed, was owned by a third legal entity, COMPAQY
(“COMPANY C"). COMPANY C was owned by the same jstas COMPANY A and COMPANY B.
However, COMPANY C leased the building to COMPANY. AAdditionally, COMPANY B leased
equipment to COMPANY A.

APPLICABLE LAW

The law in effect for tax year 2005 provides EntiegZone Credits when businesses meet specified

requirements. The provision that is at issueigriatter is Utah Code Ann. §63-38f-412(2005), Wisiates:
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The tax incentives described in this part are ab&lonly to a business firm
for which at least 51% of the employees employef@adilities of the firm
located in the enterprise zone are individuals whb,the time of
employment, reside in the county in which the eiee zone is located.
Utah law provides that the income and expensepaftaership pass through to the partners at Utah
Code Sec. 59-10-301 which states:

A partnership is not subject to the tax imposedhiy chapter. Persons
carrying on business as partners are liable faathenposed by this chapter
only in their separate or individual capacities.

The statute in effect during the 2005-year prescritne allocation of the partnership income at Utah
Code Sec. 59-10-302 (2005) as follows:

Each item of partnership income, gain, loss or dédn has the same
character for a partner under this chapter asstfbafederal income tax
purposes. When an item is not characterized fderd income tax
purposes, it has the same character for a parsrieremalized directly from
the source from which realized by the partnerstipncurred in the same
manner as incurred by the partnership.

DISCUSSION

The reason given by the Division for denial of @@MPANY B credit was its interpretation that that
under Utah Code Sec. 63-38f-412, the entity clajntie credit must have employees to qualify forctieglit.
Further, regarding the employees, at least 51% brustsidents of the county in which the enterptsee
was located. COMPANY A met this requirement andliat reason the Division had allowed the Entsgpri
Zone Credit that COMPANY A had claimed for the nemployees. However it was undisputed that the
separate legal entity COMPANY B had no employeekfanthis stated reason the Division disallowesl th
credit claimed by this entity.

There is no dispute that COMPANY A, COMPANY B an@KIPANY C are all separate legal
entities. Additionally, the Commission agrees thay are separate “firms” within the meaning efitcome
tax statutes. Se®8F Phosphates, Ltd. V. Auditing Divisj@v2 P.2d 384 (Utah 1998). The Commission
further agrees that those entities are all taxgafpempurposes of the sales tax and that any bategeen the
entities would be subject to the sales tax lawthefstate. SeBF Phosphates; Thurup Bros. Construction,
Inc. v Auditing Division860-P.2d 324 (Utah 1993stitutional Laundry, Inc. v. Utah State Tax Corssion

706 P.2d 1066 (Utah 1985).



Appeal No. 08-1928

However, this appeal is not dealing with sales fBiis is an income tax appeal dealing with erstitie
whose incomes and liabilities are passed throughetandividual taxpayer’s.Utah Code Ann. §59-10-301
provides that partnerships, including limited ll@gicompanies classified as partnerships for i@ppses, are
not subject to the individual income tax. The &ygys in this case are not the COMPANY A, COMPABLY
COMPANY C entities, they are two of the individuaembers of the COMPANY A, COMPANY B,
COMPANY C LLC's.

Section 59-10-302 provides that an item “has timeseharacter for a partner as if realized directly
from the source from which realized by the parthigrsor incurred in the same manner as incurrethby
partnership.” Although the Taxpayers did not hdrg/one, they are treated as if they had incurredeth
expenses, thus making them eligible for the em@dge credit. The Division concedes that the Tgasare
eligible for the employee credit. They are alsated as though they incurred the expenses to asedhe
equipment, allowing them to claim depreciation atiter expenses related to the equipment on thesopal
tax returns. Furthermore, the Taxpayers are tleadethough they had acquired the building direthiys
qualifying them to claim those depreciation dedutdi

Because the Taxpayers are treated for income tgopes as if they had hired the employees, as if
they had purchased the equipment, and as if theéypbechased the facilities at which the employees a
employed and the equipment is utilized, they quédif the enterprise zone credit. The Commissioesdot
believe that a different result is required justdiese the Taxpayers utilized three LLC’s insteadne.

The Commission recognizes that this conclusionffsrént than the conclusion in Appeal No. 98-
1062. However, 859-10-302 was not discussed irogsiaion. The Commission recognizes that exemptio
and credits are to be construed narrowly agaiestatkpayer. Se8F Phosphates, suprahey must also be
construed, however, in a manner that is in harnwaitly the legislative intent in granting the dedaatior
credit. Cf.Eaton Kenway, Inc. v. Auditing Divisip®06 P.2d. 882 (Utah 1995). The Taxpayers’ imiest
in the Enterprise Zone, and their employment dflezgs of the county in which the zone was locaadiukit
through different pass-through entities, is exaittytype of investment the legislature soughtimerage.
The Commission, therefore, allows the credit.

CONCLUSIONS OF LAW

Section 59-10-302 provides that an item “has timeeseharacter for a partner as if realized directly

1 The facts in this appeal are further distinguisfiem those irSF Phosphatesyhich involved a sales tax to the
corporate entities. That case did not address thasugh entities with the tax at issue beingyiitlial income tax,
as is in this appeal now before the Commission.
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from the source from which realized by the parthigrsor incurred in the same manner as incurrethby
partnership.” Under this section the Taxpayersti@@ed for income tax purposes as if they haditine
employees, purchased the equipment and operatethd¢higes at which the employees are employed.
Therefore, they qualify for the enterprise zonelitre

DECISION AND ORDER

Based on the foregoing, the Commission abatesuti¢ deficiency against the Taxpayers in this

matter for the tax year 2005. It is so ordered.

Dated this day of , 2010.
R. Bruce Johnson Michael J. Cragun
Commission Chair Commissioner
CONCURRENCE

We disagree with the majority’s analysis, but cangith the outcome only for the year in question.
We would deny the credit prospectively from theedae order was issued, but the law was chﬁrgudithe
underlying statute would not have been applicatmesfibsequent years.

We are required to strictly construe statutory leage against granting creditdacFarlane v. State
Tax Comm’nl134 P.3d 1116 (Utah, 2006). Section 63-38f-4bides that “[t]he tax incentives under this
part are onlyavailable to a business firm. .” (Emphasis added.) No provision allows docredit to be
available to a different entity even when a firmrikgtogether with other firms to support one openat
Nothing in the statute provides for a credit toavailable to owners of a firm when the firm hastao
liability. However, § 63-38f-413(1), provides thatate credits against individual income taxes are
applicable in an enterprise zone.” Therefore;T#wgpayers may claim credits against their individugome

taxes, but only for those credits that are avadlabl qualifying firm subject to the provision§f§38f-412?

2 In 2006 the statute was revised to provide timattedits were only available to “a business ght8ee Utah Code
863M-1-412. In the 2006 revisions “business ehtitgs then defined at Utah Code 863M-1-402. Howgelhese
provisions were not in effect for the period atissend my decision is based on the 2005 provisibttse code.

3 The credit is available to a firm, but applicabtgminst taxes. If an entity does not pay takesctedit may be
claimed by a party that does pay the taxes, evémaifentity is not a firm.
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Accordingly, since it has no employees, the crisditot available to COMPANY B as a single entityrfi
COMPANY B and COMPANY A would have to be parts af entities within, a single firm in order to have
the credit available to COMPANY B.

Neither party made a substantial effort or arguni@define what constitutes a firm. The Taxpayers
argue that the LLC’s, COMPANY A and COMPANY B, wotkgether to support the manufacturing
operations. They contend that both LLC’s, alonthwi third entity, COMPANY C, are owned by the exac
same interest and are at the same location, arefohe qualify for the credit. They made no attéto@argue
that COMPANY B qualifies because it is part of anfi

The Division’s position is that COMPANY A and COMRX B are separate “entities,” and therefore
must be considered independently when determifithgy qualify for the credit. In a supplementakefirthe
Division cited theSF Phosphatesourt decision to support its position. That rglia not dispositive for the
present case; the circumstances are distinct fiachin stark contrast t&8F Phosphated he issue before the
court inSF Phosphatewas whether a mining company should charge salesert fuels sold to a “loosely
related” pipeline company, of which the mining canp held 98% ownership. The companies in the ptese
case are closely intertwined LLC's, not looselatetl corporations, and the tax is income tax, alesgax.
The transaction iI8F Phosphateis an intercompany sale of electricity; this appeaolves an income tax
credit. The court upheld the Tax Commission’s fasj that the two corporations could not be coessd to
be a single firm, as “reasonable.” Finally, thau@@lso upheld held the Commission’s interpretatibits
own rule. The Court did not rule conclusively thaparate business entities could not constitsitege firm
in all circumstances.

In the absence of persuasive evidence from eithrty,the underlying nature of COMPANY B, as
well as the definition of “firm,” must be considdréo determine whether COMPANY B qualifies for the
credit. Sections, 63-38f-412 and 413, providedistinct results. The first makes the credit atal# to a
specific entity, a “firm,” while the other allowsher related entities, including individuals andsimesses”, to
claim a credit against their taxes. Section 634883-uses only the term “business,” to describesiniess
entity that may claim a credit; it does not refethe word “firm”. Although the terms “firm” arfdusiness”
are commonly used, little exists in the way of lemghority to define them. The Court has defitfadh” in
SF Phosphatess "a business unit or enterprise,' an 'uningakpd business' or a 'partnership of two or more

persons."™ . .. (Black's Law Dictionary 578 (5th m979))‘.1 The same edition &lack’sdefines “business”

4 The primary issue addressedsii Phosphatewas not the definition of firm.
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as “[ejmployment, occupation, profession, or conui@ractivity . . .” (Ibid. 179). These definitisrare
consistent with common and business usage, asaw@lith other sources, including the current editb
Black’'s Although the two definitions may overlap, teehs are not necessarily synonymous. “Firm” isanor
specific, referring to the organizational elemesfta company; while “business” is a broader, maeegal
term, referring to the commercial undertaking @oapany. The distinction between the two wligsn
keeping with the legal requirement to avoid amhbiguSeaviorton Int’l, Inc. v. Auditing Div. of Utah State
Tax Comm’n814 P.2d 581, 590 (Utah 1991)S Express v. Utah State Tax Comm886 P.2d 1115, 1117
(Utah Ct. App. 1994)Miller Welding Supply, Inc. v. Utah State Tax Comm860 P.2d 361, 362 (Utah Ct.
App. 1993), cert. denied, 870 P.2d 957 (Utah 199%). read both terms as synonymous could result in
ambiguity.

After considering the definitions of the two territss questionable if COMPANY B is even a firm at
all. COMPANY B is a business entity whose solection is to own assets in order to protect COMPAANY
from liability. It does not lease assets to anyother than COMPANY A; in effect, the Taxpayers lagsing
assets to themselves. It has no place of busatkessthan an address. It has no employeess hbassets
other than the equipment it leases to COMPANY t&sefves no independent business purpose. COMPANY
B is not a firm in the traditional meaning of tieerh. Again however, whether or not COMPANY B T
is not ultimately dispositive, since a firm cangolify for the tax incentive unless it has empksge

There is little basis to support the Division’s pios that, as a separate legal entity, COMPANY A
cannot be a part of a firm. The circumstanceshimawith SF Phosphateare too specific and unique to be
dispositive in this case. On the other hand, thep@yer has failed to define or establish a spefiifn to
which the credit might be available. The only srttiat made an investment in manufacturing equipinves
COMPANY B. COMPANY A is either a firm that has employees, or else a different type of businestyent
for which the credit is not available. An indivEluaxpayer or business entity may not claim theglicron
behalf of a firm under § 63-38f- 413 if that firroes not qualify for the credit under § 63-38f-4d2ke first
place. The firm that hired the employees or madewestment is the only entity whose credit maglaened
by a related business entity.

If COMPANY A had purchased the equipment diretkigre is no question that it would have

qualified for the credit. However, the Taxpaydes,their own reasons, decided to set up a sephtaie

5 The references to “business firm” in 8 63-38f-4é&f&rs to the type of firm, as opposed to a lam for another
type of firm.
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through which the equipment was purchased andl#ased back to COMPANY A. The Taxpayers might
also have set up COMPANY B LLC with COMPANY A astbwner. Another option would have been to
have had one employee employed by COMPANY B. Afrii@se options would have qualified COMPANY

B for the credit.

In summary, there is no basis for COMPANY B to gfydbr the credit. Nonetheless, in spite of the
requirements of strict construction against grantiredits, and of giving words their plain unamiuigs
meaning, the language in the statute could beragiyeconfusing to a taxpayer. For the Taxpayecstsider
all of their LLC’s to function as a single busindsm, and therefore to qualify for the applicalsiedits,
including the investment credit for COMPANY C, isderstandable.

Accordingly, for this reason, disallowing the crtestiould be prospective; the audit should be abated
for the 2005 tax year. Any subsequent applicatiothis ruling, had it been the majority, would kdween

moot; the statute was changed in 2006.

Marc B. Johnson D’Arcy Dixon Pignanelli
Commissioner Commissioner

Notice of Appeal Rights:  You have twenty (20) days after the date of tider to file a Request for Reconsideration
with the Tax Commission Appeals Unit pursuant taltu€ode Ann. Sec. 63G-4-302. A Request for Rederaiion
must allege newly discovered evidence or a mistélaw or fact. If you do not file a Request faeddnsideration with
the Commission, this order constitutes final ageaation. You have thirty (30) days after the ddthis order to pursue
judicial review of this order in accordance withedtCode Sec. 59-1-601 et seq. and 63G-4-401 et seq.
JKP08-1928.fof




